This paper takes the example of legal transplantation of independent directors in Taiwan and explores how public regulation affects (or not affect) corporate governance practice. The interview result reveals that (1) most independent directors are close friends of controlling shareholders, (2) they spend very limited time on corporate matters, and (3) they believe in the integrity of the controlling shareholder of the firm they serve. There exists tremendous information asymmetry between independent directors and controlling shareholders. The strong personal trust on controlling shareholders alleviates the concern of independent directors over transparency and information asymmetry. Controlling shareholders also tend to invite someone who they are familiar with to join the board as independent directors. Public regulation does change the landscape of corporate governance in Taiwan. However, only few companies welcome truly "independent" directors and expect them to actively participate in corporate matters. It is fair to say that the new regulation has created a market for independent directors in Taiwan. Nevertheless, it does not change much of the substantive corporate governance practice in Taiwan.
Introduction
This paper takes the example of legal transplantation of independent directors in Taiwan and explores how public regulation affects (or not affect) corporate governance practice. Taiwan's corporate law originally follows the two-tier board system where board of directors is a decision-making institution and statutory supervisor is a monitoring institution. However, most statutory supervisors of Taiwanese public companies have long been controlled by the controlling shareholders and failed to act as a corporate monitor.
Since 2002, Taiwan gradually introduced the institution of independent directors to
Taiwan's corporate boards in order to strengthen the internal governance of Taiwanese public companies.
As of October 2009, 38.2% of the TSE-listed companies have at least one independent director on their board. In other words, there are still 61.8% of TSE-listed firms choose not to have any independent director. As of October 2009, only 3.6% TSElisted companies established audit committees to replace statutory supervisors. In sum, very few Taiwanese public companies completely switch to a U.S. style board structure.
Majority of the firms stay with the original structure and prefer not to have "independent" directors on their boards. This paper focuses on companies who, whether voluntarily or not, introduce independent directors to their boards and assesses the effectiveness of these new independent directors.
I. Corporate Board Reform in Taiwan
A. Traditional Two-tier Board Structure
The corporate-board structure around the world has two major styles: the AngloAmerican style and the German style, also known as the "one-tier system" and "two-tier system," respectively. In general, the "Anglo-American style" board structure, notably that of the United States and the United Kingdom, relies on the board of directors and several sub-committees to monitor the management; the German structure relies on a supervisory board to monitor management board while management board focuses on managing the company. The structure of a given board is clearly path dependent in relation to the given country's political and economic conditions. Many Asian countries follow the Germanstyle governance structure because they first transplanted their corporate law from European legal systems.
The corporate-board structure of Taiwan generally follows the Japanese-style governance structure, which is a modified version of the German governance structure.
The governance structure in Taiwan and in Japan differs from the typical German governance structure in that the statutory-supervisor position in Japan and Taiwan is weaker than its German counterpart, the supervisory board. In Germany, the supervisory board has the right to appoint or remove directors; however, in Japan and Taiwan, supervisors are nominated by the board and elected by the shareholders. 1 In addition, the statutory supervisors in Taiwan do not act collectively as a board as does their German or Japanese counterpart; rather, they act individually. 2 According to the Corporation Law of Taiwan, a supervisor is an independent supervisory institution responsible for auditing the business conditions of companies and for evaluating the performance of companies' boards of directors and managers. 3 However, in Taiwan, a supervisor has the right only to attend board meetings, not the right to vote. In addition, the pre-reform law set no qualification for supervisors. In practice, many supervisors are relatives or friends of the founding family, the controlling shareholder, directors, or top managers. Therefore, most statutory supervisors of Taiwanese public companies are just "rubber stamps."
B. The 2002 Reform
In the aftermath of Enron and other high-profile corporate-fraud cases, the U.S. outside/independent directors and audit committees as a means of monitoring both firms'
internal control system and the integrity of firms' financial-reporting systems. Following the passage of SOX, many Asian countries, such as China, Japan, South Korea, and Taiwan, initiated corporate-board reforms to be in alignment with the U.S.-style governance structure. In response to local corporate-fraud scandals, Taiwan's financial authority has considered introducing the institution of independent directors to enhance corporatemonitoring functions. In 2002, the Taiwan Stock Exchange (TSE) began taking a leading role in requiring all newly listed companies to have at least two independent directors and one independent statutory supervisor. However, the TSE is still hesitant to apply such requirements to all listed companies owing to fierce opposition from industry. Instead, the TSE adopted the "comply or disclose" approach to require all listed companies to disclose the TSE-defined "independence" of their directors and supervisors. Since then, more and more public companies have voluntarily retained independent directors and independent supervisors.
C. The 2006 Reform
The Taiwan government's proposal for corporate-board reform has triggered much debate among scholars in Taiwan. The most prominent issue is whether or not Taiwan should introduce independent director and abandon the institution of statutory supervisor. When an independent director is dismissed for any reason, resulting in a number of directors lower than that required under paragraph 1 or the company's articles of incorporation, a by-election for independent director shall be held at the next following shareholders meeting. When all independent directors have been dismissed, the company shall convene a special shareholders meeting to hold a by-election within 60 days from the date on which the situation arose." 6 ZHENG QUAN JIAO YI FA art. 14-4. "A company that has issued stock in accordance with this Act shall establish either an audit committee or a supervisor. The Competent Authority may, however, in view of the 7 2002 Japanese board reform, which also grants corporations the option to choose between a U.S.-style board structure and traditional board structure. 7 What distinguishes Taiwan's reform from Japan's reform is that the financial authority of Taiwan may deprive the choice of Taiwan's public corporation whereas that of Japan may not. Specifically, Taiwan's law grants the Financial Supervisory Commission (FSC) the right to mandate that any public corporation (1) have independent directors on the corporate board or (2) replace statutory supervisors with audit committees, which is made up of at least three independent directors with at least one possess financial expertise. 8 Hence, the ultimate policy goal in Taiwan is to align all public firms' board structure with unitary board structure and to strengthen the monitoring function of corporate boards. In
March 2006, the FSC has mandated that all public financial firms and those non-financial listed firms with equity value over NT$50 billion (US$1.6 billion) should have at least two independent directors on their board and that the total number of independent directors should be no less than one-fifth the number of board members. 9 As of October 2009, there are a total of 279 TSE-listed companies whose boards have a combined total of 632 company's scale, type of operations, or other essential considerations, order it to establish an audit committee in lieu of a supervisor; the relevant regulations shall be prescribed by the Competent Authority. The audit committee shall be composed of the entire number of independent directors. It shall not be fewer than three persons in number, one of whom shall be convener, and at least one of whom shall have accounting or financial expertise. For a company that has established an audit committee, the provisions regarding supervisors in this Act, the Company Act, and other laws and regulations shall apply mutatis mutandis to the audit committee. Regulations governing exercise by the audit committee and its independent director members of the powers set out in the preceding two paragraphs, and matters related thereto, shall be prescribed by the Competent Authority.
A resolution of the audit committee shall have the concurrence of one-half or more of all members." 7 Under current regulation, there are three types of board structure in Taiwanese public companies: (1) with independent directors and an audit committee (no statutory supervisor), (2) with independent directors and statutory supervisors (no audit committee), (3) with only statutory supervisors. In general, large companies (with equity value over NT$50 billion (US$1.6 billion)) and newly listed companies, which are generally much smaller in size, should have at least two independent directors on the board. Other companies have the option to choose among the three types. The corporate environment in Taiwan is very different from that in the U.S. In short, corporate ownership is concentrated and family-dominated. 12 The largest shareholders of the non-financial firms in Taiwan control 62.69% of the board seats and 49.55% of the statutory auditors. Hence, large shareholders in Taiwan not only own public firms, they also manage and control public firms. The average control rights of the largest shareholders in non-financial firms is 29.81%, however, the average cash-flow rights are only 22.13% (Table 2) . 13 This discrepancy provides an incentive and opportunity for controlling shareholders to tunnel corporate assets at the expense of minority shareholders.
II. Corporate Governance in Taiwan
Before the introduction of independent directors in 2002, many of the corporate boards in Taiwan functioned like paper meetings. The board members are either founding family members or top executives. Typically, family members are involved deeply in the management of the company. 19 In both companies, the control rights of the largest shareholders far exceed their cash-flow rights, and such deviation reaches its peak before the corporate debacles. Table 3 shows the increasing pattern of such deviation over the years for Procomp and Infodisc. In practice, dissenting opinions from independent directors are rare. Nevertheless, once the companies make such opinions public, the market and the government will watch carefully. Such opinions usually bear signaling effects. For example, one interviewee (and only one), who serves in the financial industry, reported that he once filed a dissenting opinion for the appointment of the CEO of a subsidiary. Although a majority of the board members voted for that candidate, the government authority overseeing the financial industry asked the firm to reconsider the appointment after reviewing the dissenting opinion. In the end, the firm withdrew the appointment. The above quote fairly reflects the reality of independent director participation in
Taiwan. The standard tasks of independent directors are to attend board meetings, review meeting materials before the meeting, and review internal audit reports every month. In general, board meetings of firms in the financial industry are held once a month, while those in other industries are usually held every two to three months. Most interviewees admit that they didn't spend much time reviewing materials before the meeting. However, if attending board meeting is the only major task for independent directors, the effectiveness of board meetings becomes crucial. Despite the fact that some independent directors are just too busy to preview the materials 29 , sometimes it is because firms prefer not to provide all the detailed information outside the meeting for confidentiality reasons. Nevertheless, the confidentiality concerns could compromise the readiness of independent directors, who already are not that familiar with daily corporate matters, to effectively judge the fairness of board decisions.
In addition to attending board meetings, independent directors in Taiwan also review internal audit reports every month. 31 Although some with accounting backgrounds pay more attention to the internal control systems, most interviewees reveal that such review is usually cursory and superficial. Some directors might not even have a clue how to review an internal audit report.
To be honest, I personally feel that the system of requiring independent directors to review internal audit report does not achieve much of its goal. For example, one company provides me with a report that lists every item as "no material irregularity" every month. To be honest, I really of all public companies to be directly supervised by the board. 33 The revision formally enhances the status and independence of internal auditors and provides a better structure for internal auditors to ensure the functioning of the internal control system.
In sum, the participation of independent directors generally limits to attending board meetings and reviewing monthly internal audit reports. In companies that adopted the board committee system, independent directors, as members of the audit committee, play a more active role in overseeing the financial condition of the company. Nomination committee and compensation committee are still few in Taiwan. In addition, since the Taiwanese court has not adopted the business judgment rule and deferred to the decisions of independent board committees in situations involving conflicts of interest, such as mergers and acquisitions and shareholder derivative suits, independent directors in Taiwan have not played an active role in reconciling matters that involve conflicts of interest.
Therefore, the contribution of independent directors to the company is less valued in Taiwan than in the United States.
V. Social Ties and Structural Bias
33 Regulations Governing Establishment of Internal Control Systems by Public Companies art. 11 (2009.3.16), available at http://eng.selaw.com.tw/FLAWDAT0201.asp. "A public company shall establish an internal audit unit under the board of directors, and shall appoint qualified persons in an appropriate number as full-time internal auditors according to size, business condition, management needs, and other applicable laws and regulations. A public company shall report any appointment or discharge of internal audit officers for passage by the board of directors, and shall report such information to the FSC for recordation via the Internet-based information system by the 10th day of the month next following passage by the board of directors. The requirements for the qualified full-time internal auditors referred to in paragraph 1 shall be as prescribed separately by the FSC."
To avoid joining a "bad" company, independent directors would screen the firms beforehand. The key criterion used by independent directors in Taiwan is the integrity of the controlling shareholders and managers.
How do I decide whether to take on the position? First thing is the integrity of the leader. If the leader or the management team always follows the rules, the job of the independent director becomes easier because the cost of monitoring is not high.
34
They usually judge such integrity from the personal relationship between them. More than 55% of the interviewees have personally known the chairman/CEO or major shareholder of the firm for more than ten years. The trust is built on a long-term understanding of each other. The strong personal trust of controlling shareholders alleviates the concern of independent directors over transparency and information asymmetry.
If you doubt every report presented to you, it would be endless. If everything needs to redo, the cost would be too high. I think the trust towards the management should be built on the long-term personal understanding and trust on the integrity of that person. In addition, the company should perform well. Based on these two assumptions, the independent directors can monitor (the company) and make reasonable judgment.
35
The strong personal ties between independent directors and controlling shareholders may be an inevitable result of the introduction of a new outside institution to a controlled or family-dominated board. However, such close relationships in turn raise concerns over the independence of the "independent" directors.
Just as an independent director is afraid of joining a "bad" company, a controlling shareholder is also worried about inviting a "bad" outsider to the board. Different controlling shareholders might provide different definitions for a "bad" independent director. Controlling shareholders would then, according to their own criteria, screen their own "good" independent directors. A firm that truly honors corporate governance would seek a truly "independent" director and provides him/her with abundant resources to do his/her job. For example, Taiwan Semiconductor Manufacturing Company (TSMC), a leading company in promoting corporate governance, searches for candidates through law firms and accounting firms, instead of finding someone they personally know; they look for candidates who are established in their respective fields of practice and have expertise that is helpful to the company. On the contrary, a firm that only wants a window-dressing director would find someone who is willing to be a rubber stamp for board decisions.
The reality is that, except in a few large companies, most leaders of the public companies in Taiwan generally seek independent directors of whom they personally know.
As mentioned, controlling shareholders would seek for their own "good" independent directors. There also exists information asymmetry between candidates and controlling shareholders about the quality of independent director candidates. Guan xi (relationship) has been an important source of reliable information in Chinese society. Therefore, it is no surprise that controlling shareholders would first invite someone who has the guan xi to join the board.
Nevertheless, guan xi might compromise independence. Commentators in several regions, such as China, India and Taiwan, have cast doubt on the independence of independent directors. 36 Their close relationship with controlling shareholders is definitely one of the major concerns.
In many companies, the so-called independent directors are invited by the controlling shareholders. In addition, many of them maintain good relationship with the major shareholders and executives. They (the independent directors) might politely remind the management (of some pitfalls) to a certain point. However, I think the role of these (independent) directors is limited. shareholders. 38 Then the question presented would be "Does guan xi matter with regard to director independence?"
Structural Bias
It is a common concern that an independent director might be biased in making decisions if he/she has guan xi with controlling shareholders. Such concern is underpinned by the theory of structural bias which suggests that even if an independent director does not have financial or employment ties with the firm, he might still be biased in making decisions because of the social pressures generated from his personal relationship with the management or controlling shareholders. 39 The U.S. scholars have long been aware of the social and psychological causes of bias that could impair independent directors' impartiality. 40 Hwang and Kim (2009) examine the social ties among board directors of Fortune 100 firms and the impact of social ties to executive compensation. 41 They identify social ties by mutual alma mater, military service, regional origin, discipline and industry, and find that the percentage of independent boards drop from 87% to 62% when screening by social ties. 42 In addition, the CEOs of socially independent boards receive significantly lower compensation than those of non-independent boards, suggesting that social ties and structural bias do matter in corporate governance. 43 However, the U.S. Delaware courts believe that most friendships are not to a level where they create bias towards decision-making. 44 In determining the independence of directors in shareholder derivative actions, the Delaware courts apply a case-by-case approach 45 , presumed the independence of a director, and posed a demanding standard in refuting such independence. However, in addition to financial interests, the Delaware courts do rebut the independence of directors if they find close social or professional relationships among directors. 46 More challenges based on personal relationship have been raised recently to question the independence of directors in cases involving demand excusal in a derivative suit or the application of the business judgment rule. It is expected that the extent to which personal relationship compromise director independence will continue to develop in Delaware case law. 47 Furthermore, scholars have also called for more judicial power in reviewing the substantive merits of independent directors' decisions in cases involving structural bias. 48 However, from the economists' point of view, directors would try hard to avoid such bias in order to preserve their reputation in the independent director market. Therefore, even if bias could arise from friendship, it is avoidable. 49 While the above reputation argument is based on an assumption that directors are well aware of their biases, contemporary psychological research studies recognize another prototype of bias -"unintentional bias". 50 Unintentional bias concerns bias that results from unconscious cognitive processes. 51 Because such bias is "involuntary" and "unconscious," it can occur even when the decision maker intentionally seeks to avoid biases. 52 Commentators argue that since decision makers are not aware of such bias, the reputation argument supported by economists thus could not be sustained. 53 Given the existence of unintentional bias and the increasing awareness of the impact of personal relationship on director independence in the Delaware courts, the issue of structural bias deserves more attention in countries which have transplanted the institution of independent directors from the U.S. The close relationship between independent directors and controlling shareholders is not a unique phenomenon in Taiwan, rather it is a common issue faced by most Asian countries. Commentators have also claimed "truly independent directors are rarely found in Indian companies" based on the fact that "board members are selected by the promoters on the basis of existing contacts." 54 In Taiwan, as in many other Asian countries, there does not exist a sophisticated commercial court and complementing legal system to provide the kind of ex post judicial review found in the U.S. 55 For example, a shareholder derivative suit is almost unheard of in practice due to the various procedural hurdles set in the Company Law of Taiwan. In addition, the business judgment rule has yet to be accepted by the Taiwanese court.
Because of these very different local conditions, ex post judicial review of director independence not only does not exist in the current legal system but also is unforeseeable in the near future. On the flip side, the Taiwanese legal system has yet to recognize the role of independent committees in resolving conflicts of interests, which in turn limit the function of independent directors and the value they could have created. This is exactly the danger of legal transplantation. While the transplanted country has yet to have the soil to nurture the precious seed, it must either fertilize the soil or plant another seed that would fit in order to enjoy the flower blossom.
Conclusion
Public regulation does change the landscape of corporate governance in Taiwan. As of October 2009, 38.2% of the TSE-listed companies have at least one independent director on their board. However, among these companies, only very few companies truly welcome independent directors and expect them to actively participate in corporate matters.
It is fair to say that the new regulation has created a market for independent directors in Taiwan. Nevertheless, it does not change much of the substantive corporate governance practice in Taiwan.
As compared with the independent directors in the U.S., the participation of independent directors in Taiwan is relatively limited. The value of independent directors in reconciling conflicts of interest matters has not been recognized by Taiwanese public companies. The existence of statutory supervisors further weakens the monitoring function of independent directors. Furthermore, there exists tremendous information asymmetry between independent directors and controlling shareholders, in particular, the shareholder managers. To overcome information asymmetry, independent directors in Taiwan generally choose to join a board with which they are familiar. The interview results reveal that independent directors generally maintain close social relationships with the controlling shareholders. Thus, there is concern that bias arising from the social ties could hinder the independence of directors.
Transplantation is a long process where new legal measures grind against pre-existing local conditions. Taiwan is still in a transition period where one-third of listed companies operate under a dual board system with independent directors on the board. Independent directors were put on an advising board for some monitoring tasks while there exists another institution, the statutory supervisor, still in charge of corporate oversight. In addition, without complementary judicial deference to the decisions of independent boards, the value of independent directors to the firm greatly diminished. All these existing local conditions present challenges to the new legal device and hinder the transplantation process.
